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JEROME C. BACHRACH*

Israel as a Tax Haven

Israel has taken an important step toward joining the ranks of Liechtenstein, Luxembourg, Panama and other well-known tax-haven jurisdictions.
On July 25, 1969, there was published in RESHUMOT,' the Official Gazette
of the State, Amendment Number 6 to the Law for the Encouragement of
Capital Investments. 2 Its purpose: to permit international trading companies to transfer their headquarters to Israel without becoming subject to
Israel corporate income taxes.
Under section 5(1) of the Israel Income Tax Ordinance, 3 all earnings
and profits produced by a business whose control and management are
exercised in Israel are attributed to that country. Moreover, dividends paid
by such an Israel-based enterprise are subject to Israel individual income
taxes, without regard to the possible foreign residence of its shareholders.
Section 5(1) constitutes an exception to the usual rule that income is
taxable in Israel only if it is derived from a source in that country, or if the
income is actually received there.
Prior to the enactment of Amendment 6, an enterprise engaged in shipping or in other forms of international trade could hardly have considered
establishing its headquarters in Israel. Setting up its principal office in
Jerusalem, Tel-Aviv or Haifa would automatically have subjected the company's world-wide income to Israel corporate taxes. At present, these
taxes include a 30 per cent company tax and a 3 per cent defense levy
imposed on taxable income, plus a 25 per cent income tax on undistributed
profits. The earnings of a company paying no dividends are therefore taxed
at 493/4 per cent (33 per cent plus 25 per cent of the remaining 67 per cent).
Moreover, effective April 1, 1970, corporations are required to use 9 per
* Partner in the Haifa law firm of Guri, Sobol & Bachrach. B.S. and J.D. University of
Pittsburgh; a Pennsylvania CPA, and a member of the Israel and Pennsylvania Bars.
'Sefer Ha-Chukkim (Principal Legislation), No. 572 of 5729 (1969), p. 242.
2
Sefer Ha-Chukkim of 5719 (1959), p. 234; and five later amending acts.
3
Dinei Medinat Yisrael (Nusach Chadash) No. 6 of 5721 (1961), p. 120; and thirteen
later amending acts.
International Lawyer, Vol. 4, No. 5

854

INTERNATIONAL LAWYER

cent of their taxable incomes to purchase long-term security and savings
4
loan certificates.
The Israel tax rate is less if the company's foreign-source income is also
taxed abroad. A Ministerial Order 5 limits Israel corporate taxes on
double-taxed foreign-source income to the lesser of 25 per cent thereof or
the difference between 46 per cent and the foreign rate. Ministerial concessions can, of course, be withdrawn at any time.
Whichever tax rates were applicable, they still formed a definite barrier
to the transfer of international operations to Israel. Jewish founders and
owners of such companies were deterred from settling there. Yet it is just
such persons, with their business experience and contacts, entrepreneurial
skills and financial knowledge, who could so greatly contribute to this
country's economic development.
These considerations were not lost upon the Israel government. In the
draft bill submitted to Parliament,6 the Treasury pointed to owners of
corporations operating overseas who were interested in settling in Israel if
they could do so without subjecting their overseas profits to Israel taxes.
The explanatory comment accompanying the bill also stressed the desirability of putting Israel into the international trade picture.
Israel has a single house Parliament (the Knesset). The National Unity
government which has existed since the Six-Day War of June 1967, commands 104 out of the 120 seats. Understandably, the bill proposed by the
government passed rapidly and without amendment.
It should be noted that the exemption from income tax was not inserted
into the Income Tax Ordinance. Instead, it was enacted as Chapter Seven
2 of the Law for the Encouragement of Capital Investments, 7 an act
containing numerous other tax concessions, and which must always be
examined with the Ordinance. 8 The new chapter contains only three paragraphs: sections 53E., 53F. and 53G.
Section 53E. contains the definitions of "international trade" and of
"international trading company." The former is defined as "trade carried
on entirely outside of Israel, not including export from Israel or import into
it." An international trading company is defined as "a foreign corporation
registered in Israel, all of whose activities consist of international trade." A
qualifying company may also engage in other activity, subsidiary to in4

Sefer Ha-Chukkim Nos. 589 and 590 of 5730 (1970), pps. 44 and 52.
Kovetz Ha-Takkanot (Subsidiary Legislation) No. 1504 of 5724 (1963), p. 152.
6
Hatza'ot Chok (Legislative Bills) No. 836 of 5729 (June 9, 1969), p. 238.
7
See footnote 2, supra.
8
Another act which must be read with the Income Tax Ordinance is the Law for the
Encouragement of Industry (Taxes), Sefer Ha-Chukkim No. 572 of 5729 (1969), p. 232,
granting important tax concessions to industry, transport and hotels.
5
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ternational trade, if such activity has been approved in advance by the
Investment Centre. This is the government authority established to supervise the operation of the Law for the Encouragement of Capital Investments.
Section 53F. contains the tax exemptions. It provides that the ordinary
income of an international trading company, arising out of international
trade, which income would be taxable in Israel only because of the "control-and-management" provision of section 5(1) of the Income Tax Ordinance, will be exempt from corporate income taxes. Furthermore, dividends paid out of such exempt income, whether to a foreign resident
(individual or corporate) or to an Israel resident who acquired his shares in
the international trading company before taking up his residence in that
country, will be exempt from individual or corporate taxes on dividends.
The dividend exemption is particularly valuable to the Israel resident.
Individual income tax and defense levy rates start today at 25.875 per cent,
and rise rapidly to 71.875 per cent on taxable incomes exceeding the
equivalent of $9,300. For foreign residents, the importance of the dividend
exemption is considerably less. As a practical matter, Israel tax authorities
do not attempt to collect from non-residents more than the 25 per cent tax
which in most cases must be withheld at the source by Israel companies
paying dividends. 9 Even this 25 per cent can frequently be used as a
foreign tax credit.
Section 53G. provides an exemption from Israel capital gains tax. (The
basic capital gains tax rate, including defense levy, is now 32.5 per cent,
but for non-depreciable assets the rate declines as the holding period
lengthens). The capital gains tax exemption applies to an international
trading company's profits from selling assets located outside Israel. It also
applies to a shareholder's profit from selling shares in the company.
An international trading company will be subject to a local tax. Israel
cities impose a municipal tax on businesses conducted within their boundaries. These taxes are usually graduated, and are based on such factors as
net worth, total assets or annual sales volume. However, the local tax will
hardly be a deterrent factor. The enabling act provides that in no event
may an enterprise be charged more than the equivalent of about $1,400 per
year.' 0
There are two limitations in the new act which must be noted carefully.
First, receipt of the income tax exemption is not automatic. It is granted to
a specific company by the Minister of Finance, at his discretion, upon
recommendation of the Investment Centre. Obviously, therefore, no com9

Income Tax Ordinance, section 16 1.
Local Authorities (Business Tax) Ordinance of 1945, par. 3.
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pany is going to move to Israel without first negotiating its individual
position.
In the preliminary negotiations, there are also other matters to be clarified. For example, the laws imposing the two above-mentioned compulsory
loans" do not specifically exempt international trading companies. True,
the loans are to be repaid with 5 per cent interest, and contain a clause
linking their principal to the cost-of-living index. Nevertheless, a company
thinking of setting up headquarters in Israel might well want an examption
from these loans.
Another matter to check is the company's status under the Israel currency control regulations. 12 Israel residents, both individuals and companies, are generally required to deposit their foreign currency and securities into blocked accounts in Israel commercial banks designated by the
Treasury. Individual newcomers to Israel are exempt from these blocking
requirements for a period of ten years. However, the regulations contain no
exemptions for corporations. The Minister of Finance is empowered to
grant exemptions from currency controls, and will undoubtedly do so for
an otherwise qualifying international trading company.
Executives and managers who come to Israel from abroad to direct
operations of their international trading companies, need not be concerned
about currency controls, even after the ten-year exemption period. Assuming they leave Israel from time to time, even on the shortest holidays or
business trips, they may remain in tourist or temporary resident status
indefinitely. In this way, they never become subject to controls on their
personal assets.1a
Nor need these persons be concerned about Israel income tax on their
foreign-source incomes. By having such incomes deposited abroad, they
remain outside the scope of Israel tax. On the other hand, under section
5(2) of our Income Tax Ordinance, 14 compensation paid for services performed in Israel is taxable here, and this without regard to the status of the
employer or to the place of payment. (The same section contains an
exemption for a person present in Israel less than 9 1 days during a taxable
year, and who earns less than the equivalent of $1,425 in that country.)
Israel estate duty will not concern wealthy newcomers either. Section 55
of the Law for the Encouragement of Capital Investments exempts foreign
currency deposited in Israel, or property purchased in Israel with such
"See
footnote 4, supra.
12Defence (Finance) Regulations, 1941.
13Notice of Exemption from Regulations 3 andf6, Kovetz Ha-Takkanot No. 2122 of 5728
(1967), p. 70. See also Foreign Currency Control Orders, page Gimel/lll/5.
4
As amended in Sefer Ha-Chukkim No. 442 of 5725 (1965), p. 28.
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foreign currency, if the funds were legally transferred to Israel within seven
years of settling there. As to property located outside Israel at the owner's
death, everything owned by the newcomer prior to his settling in that
country, and all assets traceable to funds or assets owned prior to coming,
are exempt. 15
The second limitation to be noted in the new act relates to the period of
the tax exemption. The international trading company is to be exempt for
not more than ten years, measured from the first year in which the company has income otherwise taxable in Israel. Dividends paid out of exempt
income will be tax-free in the hands of shareholders if the distribution is
made within twenty years of the first year of profits.
In the opinion of the writer of this article, the apparent shortness of the
exemption period should not be considered an obstacle. Other areas of
Israel tax and economic legislation, such as currency controls and investment incentives, show frequent amendments in the direction of liberality and flexibility. Furthermore, the extent to which foreign corporations
based in a tax-haven jurisdiction benefit the local economy, even without
paying direct taxes on their income arising abroad, will become increasingly evident to Israel policy-makers.
Such companies employ local office workers. They rent office space.
They pay various government fees. They become customers of local banks,
financial services, lawyers and printers. All of their expenses are covered
in foreign currency. They attract visitors who spend more foreign currency,
in local hotels, restaurants and shops. It is well known how much the
15,000 foreign corporations registered in Liechtenstein contribute to the
financial well-being of the 20,000 residents of that principality. The 11,000
foreign companies registered in the Bahamas do much for the prosperity of
that island colony. (The 80 local employees of just one of these foreign
companies are estimated to contribute annually to the Bahamian economy
as much as the visits of 12,000 tourists.)
With these examples in mind, it is hardly likely that foreign trading
companies will be forced to move their principal offices out of Israel solely
because our Parliament did not extend the initial ten-year exemption period.
The procedure for registering a foreign corporation in Israel 16 is extremely simple. Copies of charter and by-laws certified by the local Israel
consul, a list of directors, an address in Israel for service of process, and a
power of attorney authorizing an Israel resident, usually a local advocate,
15

Section 2 B.(I) of the Estate Duty Law, Sefer Ha-Chukkim No. 22 of 5709 (1949), p.
187,16as amended in Sefer Ha-Chukkim No. 434 of 5724 (1964), p. 179.
Companies Ordinance of 1929, par. 248.
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to act for the company in Israel must be filed with the Registrar of
Companies in Jerusalem. The Registrar must be notified of any changes
occurring in these documents. There is a one-time filing fee equivalent to
about $20, plus an even smaller charge for publication in the Official
Gazette. Each year thereafter, a simple annual report must be filed together
with a balance sheet. The annual income tax return claiming the international trading company exemption must be signed by an Israel CPA.
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